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Prepared by the AICPA Professional Ethics Executive Committee for comments
from persons interested in independence, behavioral, and technical standards matters
Comments should be received by August 2 2 , 1990, and addressed to
Herbert A. Finkston, Director, Professional Ethics Division,
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036-8775
G00327

This exposure draft has been sent to —
• Practice offices of CPA firms.
• Sampling of members in industry and education.
• Members of AICPA Council and technical committee
chairmen.
• State society and chapter presidents, directors, and
committee chairmen.
• Organizations concerned with regulatory, supervisory, or
other public disclosures of financial activities.
• Persons who have requested copies.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

May 22,1990
This exposure draft contains seven proposals for review and comment by the Institute's membership and
other interested parties regarding pronouncements to be revised or deleted by the Professional Ethics
Executive Committee. The text of and an explanatory preface to each pronouncement are included in this
exposure draft.
A summary does not accompany this exposure draft because of the diversity of material included.
Instead, the type of information a summary would contain is included in the "Explanation" preceding
each proposal. The reader will thus be able to consider the proposed pronouncements with clearer focus
on the particular issues.
After the exposure period is concluded and the comments evaluated by the Professional Ethics Executive
Committee, the committee may decide to publish one or more of the proposed pronouncements. When published, the pronouncements become effective on the last day of the month in which they are published in
the Journal of Accountancy, except as otherwise stated in the pronouncement.
Your comments are an important part of the standard-setting process. Please take this opportunity to
comment. Responses should be typed under the appropriate heading on the enclosed self-mailer comment
form. They must be received at the AICPA by August 22, 1990. All written replies to this exposure draft will
become part of the public record of the AICPA and will be available for inspection at the office of the AICPA
after September 22, 1990, for a period of one year.
Please send comments to Herbert A. Finkston, Professional Ethics Division, AICPA, 1211 Avenue of the
Americas, New York, N.Y. 10036-8775.
Sincerely,

Marilyn A. Pendergast
Chairman
AICPA Professional Ethics Executive Committee

Herbert A. Finkston
Director
Professional Ethics Division

PROPOSED REVISION OF INTERPRETATION 101-9
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee has reconsidered interpretation 101-9 and concluded
that revisions are necessary. The following significant revisions are proposed: (1) a revised definition of a
member or a member's firm, which includes contractors and entities controlled by persons included in
the definition of a member or a member's firm (see page 7); (2) deletion of reference to "key assistants" to
certain financial executives as positions with a client indicating significant influence (see page 8); (3) a
new section defining the phrase "office participating in a significant portion of the engagement" (see
page 8); (4) inclusion of specific time periods during which relationships of the auditor's nondependent
close relatives cause independence impairments (see page 9); and (5) reference to cohabitants as having a
relationship that may cause an independence impairment (see page 9).
[Text of Current Interpretation 101-9 appears below. The text of Interpretation
including the proposed revisions, begins on page 7. ]

101-9,

The Meaning of Certain Independence Terminology and the Effect of
Family Relationships on Independence
This interpretation defines certain terms used in Interpretation 101-1 [ET section 101.02] and, in doing
so, also explains how independence may be impaired through certain family relationships.
TERMINOLOGY
He and His Firm
For purposes of Interpretation 101-1 [ET section 101.02], "he and his firm" includes—
1.
2.
3.
4.

An individual member performing professional services requiring independence.
The proprietor or all partners or shareholders.
All full- and part-time professional employees* participating in the engagement.
All full- and part-time managerial employees* located in an office participating in a significant portion
of the engagement.
5. Any entity (for example, partnership, corporation, trust, joint venture, pool, and so forth) whose
operating, financial, or accounting policies can be "significantly influenced" (as discussed below) by
one of the persons described in (1) through (4) or by two or more of such persons if they choose to act
together.
For purposes of Interpretation 101-1B [ET section 101.02], "he and his firm" does not include an
employee solely because he was formerly associated with the client in any capacity described in Interpretation 101-1B [ET section 101.02] if such employee has disassociated himself from the client and does
not participate in the engagement for the client covering any period of his association with the client.
Likewise, for the purposes of Interpretation 101-1B [ET section 101.02], "he and his firm" includes
a professional employee who is associated with the client in any capacity described in Interpretation
101-1B [ET section 101.02] if the professional employee is located in an office participating in a significant portion of the engagement.
Managerial Employee
A managerial employee is a professional employee who either—
1. Has a position generally similar to that of a partner, including an employee having the final authority
to sign, or give final approval to the issuance of, reports in the firm's name or
*Refers to employees irrespective of their functional classification (for example, audit, tax, management advisory services).
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2. Has a management position, in contrast with a nonmanagement position, with the firm.
The organizations of firms vary; therefore, whether an employee has a management position depends on
his normal responsibilities and how he or the position itself is held out to clients and third parties. The
following are some, but not necessarily all, of the responsibilities that suggest that an employee has a
management position:
1. Continuing responsibility for the overall planning and supervision of engagements for specified
clients
2. Authority for determining that an engagement is complete subject to final partner approval if
required
3. Responsibility for client relationships (for example, negotiating and collecting fees for engagements,
marketing the firm's services)
4. Responsibility for such administrative functions as assignment of personnel to engagements, hiring,
and training of personnel
5. Existence of profit sharing as a significant feature of total compensation
Significant

Influence

A person or entity can exercise significant influence over the operating, financial, or accounting policies
of another entity if, for example, the person or entity—
1. Is connected with the entity as a promoter, underwriter, or voting trustee.
2. Is connected with the entity in a policy-making position related to the entity's primary operating,
financial, or accounting policies, such as chief executive officer, chief operating officer, chief financial
officer, chief accounting officer, and the key assistants who can influence their decisions.
3. Is connected with the entity in a capacity equivalent to that of a general partner.
4. Is connected with the entity as a director other than honorary.
5. Meets the criteria established in paragraph 17 of Accounting Principles Board Opinion No. 18 [AC
section 182.104], The Equity Method of Accounting for Investments in Common Stock, to determine
the ability of an investor to exercise such influence.
6. Holds 20 percent or more of the limited partnership interests if the entity is a limited partnership.
The foregoing examples are not necessarily all-inclusive.
EFFECT OF FAMILY RELATIONSHIPS
Spouses and Dependent Persons

The term "he and his firm" includes spouses (whether or not dependent) and dependent persons
(whether or not related) for all purposes of complying with Rule 101 subject to the following exception.
The exception is that the independence of the member and his firm will not normally be impaired solely
because of employment of a spouse or dependent person by a client if the employment is in a position
that does not allow "significant influence" (as discussed above) over the client's operating, financial, or
accounting policies. However, if such employment is in a position where the person's activities are
"audit sensitive" (even though not a position of significant influence), the member should not participate
in the engagement.
Generally, a person's activities would be considered audit sensitive if such activities are normally an
element of or subject to significant internal accounting controls. For example, the following positions,
which are not intended to be all-inclusive, would normally be considered audit-sensitive (even though
not positions of significant influence): cashier, internal auditor, general accounting clerk, purchasing
agent, or inventory warehouse supervisor.
Nondependent

Close Relatives

The term "he and his firm" excludes nondependent close relatives of the persons described in (1)
through (4) of that definition. Nevertheless, in circumstances discussed below, the independence of a
member or a firm can be impaired because of a nondependent close relative.
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Close relatives are nondependent children, stepchildren, brothers, sisters, grandparents, parents,
parents-in-law, and their respective spouses.
The independence of a member and his firm is impaired with respect to the enterprise if—
1. A proprietor, partner, shareholder, or professional employee, any of whom are participating in the
engagement, has a close relative who (a) can exercise significant influence over the operating, financial, or accounting policies of the client; (b) is otherwise employed in a position where the person's
activities are "audit sensitive"; or (c) has a financial interest in the client that is material to the close
relative and of which the proprietor, partner, shareholder, or professional employee has knowledge.
2. A proprietor, partner, shareholder, or managerial employee, any of whom are located in an office
participating in a significant portion of the engagement, has a close relative who can exercise significant influence over the operating, financial, or accounting policies of the client.
OTHER CONSIDERATIONS
Members must be aware that it is impossible to enumerate all circumstances wherein the appearance of
a member's independence might be questioned by third parties because of family or dependent person
relationships. In situations involving assessment of the association of any relative or dependent person
with a client, members must consider whether the strength of personal and business relationships
between the member and the relative or dependent person, considered in conjunction with the specified association with the client, would lead a reasonable person aware of all the facts, and taking into
consideration normal strength of character and normal behavior under the circumstances, to conclude
that the situation poses an unacceptable threat to the member's objectivity and appearance of independence. [Formerly paragraph .10, renumbered by adoption of the Code of Professional Conduct on January 12, 1988. References changed to reflect the issuance of the AICPA Code of Professional Conduct on
January 12, 1988.]
[Revised, December 31, 1986, by the Professional Ethics Executive Committee.]

[Text of Proposed Revision of Interpretation 101-9 Under Rule 101 ]
The M e a n i n g of Certain Independence Terminology a n d t h e Effect of
Family Relationships on Independence
Member or Member's Firm
A member (as used in rule 101) and a member or a member's firm (as used in interpretation 101-1)
include—
1. The member's firm and its proprietors, partners, or shareholders. A member's firm is defined as a
proprietorship, partnership, or professional corporation or association engaged in the practice of
public accounting.
2. All individuals1 participating in the engagement, except those who perform only routine clerical
functions, such as typing and photocopying.
3. All individuals1 with a managerial position located in an office participating in a significant portion of
the engagement.
4. Any entity (for example, partnership, corporation, trust, joint venture, or pool) whose operating,
financial, or accounting policies can be controlled (see definition of control for consolidation purposes
in Financial Accounting Standards Board [FASB] Statement No. 94) by one or more of the persons
described in (1) through (3) or by two or more such persons if they choose to act together.
A member or a member's firm does not include an individual1 solely because he or she was formerly
associated with the client in any capacity described in interpretation 101-1-B, if such individual1 has
disassociated himself or herself from the client and does not participate in the engagement for the client
covering any period of his or her association with the client.
1

Refers to individuals irrespective of their functional classification (for example, audit, tax, or management advisory services) and
includes employees and contractors, except specialists as discussed in AU section 336.
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A member or a member's firm includes individuals who provide services to clients and are associated
with the client in any capacity described in interpretation 101-1-B, if the individuals are located in an
office participating in a significant portion of the engagement.
Managerial

Position

The organizations of firms vary; therefore, whether an individual has a managerial position depends on
the responsibilities and how he or she or the position itself is held out to clients and third parties. The
following are some, but not necessarily all, of the responsibilities that suggest that an individual has a
managerial position:
1. Continuing responsibility for the overall planning and supervision of engagements for specified
clients
2. Authority for determining that an engagement is complete subject to final partner approval if
required
3. Responsibility for client relationships (for example, negotiating and collecting fees for engagements,
marketing the firm's services)
4. Existence of profit sharing as a significant feature of total compensation
5. Responsibility for overall management of the firm, development or establishment of firm policies on
technical matters, and implementation of or compliance with the following nine elements of quality
control:
a. Independence
b. Assigning personnel to engagements
c. Consultation
d. Supervision
e. Hiring
f. Professional development of personnel
g. Advancement of personnel
h. Acceptance and continuance of clients
i. Inspection of compliance with policies and procedures
Significant

Influence

A person or entity can exercise significant influence over the operating, financial, or accounting policies
of another entity if, for example, the person or entity—
1. Is connected with the entity as a promoter, underwriter, voting trustee, general partner, or director
(other than an honorary director as defined in the code of conduct).
2. Is connected with the entity in a policy-making position related to the entity's primary operating,
financial or accounting policies, such as chief executive officer, chief operating officer, chief financial
officer, or chief accounting officer.
3. Meets the criteria established in Accounting Principles Board Opinion No. 18, The Equity Method of
Accounting for Investments in Common Stock, and its interpretations to determine the ability of an
investor to exercise such influence with respect to an entity.
The foregoing examples are not necessarily all-inclusive.
Office Participating

in a Significant Portion of the Engagement

An office would be considered to be participating in a significant portion of an engagement if the office
had primary client responsibility for a multioffice engagement. In addition, professional judgment must
be exercised in deciding whether any other office participates in a significant portion of a multioffice
engagement. For example, an office would be considered to be participating in a significant portion of
the engagement if the office's engagement hours or fees are material to total engagement hours or fees or
if the office's responsibility for reporting, whether internally or externally, on a portion of the engagement relates to a material amount of assets or income (loss) before income taxes of the client.

The foregoing examples are not necessarily all-inclusive of the situations in which an office may be considered to be participating in a significant portion of the engagement.
Spouses and Dependent Persons

The term member includes spouses (whether or not dependent) and dependent persons (whether or not
related) for all purposes of complying with rule 101 subject to the following exception.
The exception is that the independence of the member and the member's firm will not normally be
impaired solely because of employment of a spouse or dependent person by a client if the employment is
in a position that does not allow "significant influence" over the client's operating, financial, or accounting policies. However, if such employment is in a position in which the person's activities are auditsensitive (even though not a position of significant influence), the member should not participate in the
engagement.
In general, a person's activities would be considered audit-sensitive if such activities are normally an
element of or subject to significant internal accounting controls. For example, the following positions,
which are not intended to be all-inclusive, would normally be considered audit-sensitive (even though
not positions of significant influence): cashier, internal auditor, accounting supervisor, purchasing agent,
or inventory warehouse supervisor.
Nondependent

Close Relative

The term member excludes nondependent close relatives of the persons described in (1) through (3) of
that definition. Nevertheless, in circumstances discussed below, the independence of a member or a
firm can be impaired because of a nondependent close relative.
Close relatives are nondependent children, stepchildren, brothers, sisters, grandparents, parents, and
their respective spouses. Close relatives do not include the brothers and sisters of the member's spouse.
The independence of a member's firm would be considered to be impaired with respect to an enterprise
if—
1. During the period of the professional engagement or at the time of expressing an opinion, an individual participating in the engagement has a close relative with a financial interest in the enterprise that
was material to the close relative and of which the individual participating in the engagement has
knowledge.
2. During the period covered by the financial statements, during the period of the professional engagement, or at the time of expressing an opinion—
a. An individual participating in the engagement has a close relative who could exercise significant
influence over the operating, financial, or accounting policies of the enterprise or who is otherwise employed in a position where the person's activities are "audit sensitive," or
b. A proprietor, partner, shareholder, or individual with a managerial position, any of whom are
located in an office participating in a significant portion of the engagement, has a close relative
who could exercise significant influence over the operating, financial, or accounting policies of the
enterprise.
Other Considerations

Members must be aware that it is impossible to enumerate all circumstances wherein the appearance of
a member's independence might be questioned by third parties. For example, a member's relationship
with a cohabitant may be equivalent to that of a spouse. In addition, in situations involving assessment of
the association of any relative or dependent person with a client, members must consider whether the
strength of personal and business relationships between the member and the relative or dependent
person, considered in conjunction with the specified association with the client, would lead a reasonable
person aware of all the facts, and taking into consideration normal strength of character and normal
behavior under the circumstances, to conclude that the situation poses an unacceptable threat to the
member's objectivity and appearance of independence.
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PROPOSED REVISION OF ETHICS RULING NO. 14
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee proposes to revise Ethics Ruling No. 14 (ET section
191.027-.028) to recognize that a member's service on the board of a federated fund-raising organization
could impair the member's independence with respect to recipients of the funds distributed by that
organization. Specifically, independence would be impaired if the fund-raising organization can affect
the management decisions of the recipient organizations.

[Text of Current Ruling No. 14 Proposed for Revision]
Member on Board of Directors of United Fund
Question—A member serves as a director and assistant treasurer of a local United Fund, which operates
as a federated fund-raising organization from which the Boy Scouts and the Legal Aid Society receive
funds. Would the independence of the member's firm be considered to be impaired with respect to the
local Boy Scout council and Legal Aid Society?
Answer—Independence of the member's firm would not be considered to be impaired provided that the
United Fund does not exercise managerial control over the independent groups participating in the
fund-raising organization.

[Text of Proposed Revision of Ruling No. 14 Under Rule 101 ]
Member on Board of Directors of Federated
Fund-Raising Organization
Question—A member serves as a director or officer of a local United Way or similar organization that
operates as a federated fund-raising organization from which certain local charities receive funds. Would
the independence of the member be considered to be impaired with respect to such charities?
Answer—Independence of the member would normally be considered to be impaired if the federated
fund-raising organization has the ability to affect management decisions of the local charities through the
fund allocation decision process or other means. If it is clear that such organization does not have the
ability to affect management decisions, independence would not be considered to be impaired.

PROPOSED REVISION OF ETHICS RULING NO. 41
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee proposes a revision of Ethics Ruling No. 41 (ET section
191.081-.082) to provide that a member's independence would not be considered to be impaired with
respect to an insurance company that receives, holds in a pooled separate account, and invests contributions with respect to the member's retirement plan. The current ruling addresses independence in
terms of the materiality of the member's retirement plan funds in relation to the net worth of the
insurance company.
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[Text of Current Ruling No. 41 Proposed for Revision]
Member as Auditor of Mutual Insurance Company
Question—A member's firm has been asked to serve as auditors for a mutual insurance company which
has been funding a retirement plan for the firms employees. Contributions made by the firm are
invested and managed by the insurance company in a pooled separate account for this and similar
contracts. Would the independence of the member's firm be considered to be impaired under these
circumstances?
Answer—Independence of the member's firm would not be considered to be impaired if such funds
held for the benefit of their employees are not material in relation to the net worth of the insurance
company.

[Text of Proposed Revision of Ruling No. 41 Under Rule 101 ]
Member as Auditor of Insurance Company
Question—Contributions made by a member for a retirement plan for the member and the member's
employees are invested and managed by an insurance company in a pooled separate account, not part of
the general assets of the insurance company, for this and similar contracts. Would the independence of
the member be considered to be impaired?
Answer—Independence of the member would not be considered to be impaired as a result of the
member's investment in the pooled separate account.

PROPOSED DELETION OF ETHICS RULING NO. 45
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee proposes to delete Ethics Ruling No. 45 (ET section
191.089-.090) because the proposed revision of the current ruling on unpaid fees included elsewhere in
this exposure draft discusses unpaid fees in relation to bankruptcy.

[Text of Current Ruling No. 45 Under Rule 101 Proposed for Deletion]
Past Due Billings: Client in Bankruptcy
Question—A client in bankruptcy had not met his obligations in regard to amounts due the member's
firm for services rendered prior to the effective date of the bankruptcy. Would the independence of the
members firm be considered to be impaired with respect to the client as "debtor in possession" or as a
trustee in bankruptcy because of the existing claims against the bankrupt estate?
Answer—Independence of the member's firm would not be considered to be impaired with respect to
the client as "debtor in possession" or as the trustee since, under these circumstances, the member's
claim against the client for unpaid fees is fixed as of the date of filing of the petition of bankruptcy.
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PROPOSED REVISION OF ETHICS RULING NO. 52
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee proposes a revision of Ethics Ruling No. 52 (ET section
191.103-.104) to clarify the intent and language of the ruling.
The ruling deals with the issue of the effect on an auditor's independence of unpaid fees. The proposed
revision clarifies the nature of unpaid fees, specifies the time when fees may impair an auditor's independence, and provides a rationale for such impairment.

[Text of Current Ruling No. 52 Proposed for Revision]
Past Due Fees
Question—A member's client has been unable to meet his current obligations. As a result, substantially
all amounts due the member's firm for the preceding year are unpaid and past due. Would the independence of the member's firm be considered to be impaired with respect to the client for the current year?
Answer—Independence of the member's firm may be impaired if more than one year's fees due from a
client for professional services remain unpaid for an extended period of time. Such amounts, when they
are long past due according to a firm's normal billing terms, take on some of the characteristics of a loan
within the meaning of rule 101. Under these conditions, it may appear that the practitioner is providing
working capital for his client and that the collection of past due amounts may depend on the nature of the
auditor's report on the client's financial statements.
At the time a member issues a report on a client's financial statements, the client should not be indebted
to the member for more than one year's fees. Accordingly, unless the amounts involved are clearly insignificant to both the client and the member, independence is considered to be impaired if fees for all
professional services rendered for prior years are not collected before the issuance of the member's
report for the current year.

[Text of Proposed Revision of Ruling No. 52]
Unpaid Fees
Question—A member's client has not paid fees for previously rendered professional services. Would the
independence of the member's firm be considered to be impaired with respect to the client for the current year?
Answer—Independence of the member's firm is considered to be impaired if, when the report on the
client's current year is issued, fees remain unpaid, whether billed or unbilled, for professional services
provided more than one year prior to the date of the report. Such amounts assume the characteristics of a
loan within the meaning of rule 101 and its interpretations.
This ruling does not apply to fees outstanding from a client in bankruptcy.
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PROPOSED REVISION OF ETHICS RULING NO. 54
UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee proposes to revise Ethics Ruling No. 54 (ET section
191.107-.108) to include a member's performance of appraisal and valuation services within the professional services covered by the ruling. Ethics interpretation 101-1-Bl provides that independence would
be considered to be impaired if the member was connected with the client in a capacity equivalent to
that of a member of management. The proposed addition of appraisal and valuation services does not
alter the requirement in the ruling consistent with interpretation 101-1-Bl that all significant matters of
judgment relating to these additional services must be determined or approved by the client and the
client must be in a position to have an informed judgment on the results of these services.
[Text of Current Ruling No. 54 Proposed for

Revision]

Member Providing Actuarial Services
Question—If a member's firm renders actuarial services to a client, may the member also express an
opinion on the client's financial statements?
Answer—Even though the member's firm provides actuarial services (the results of which are incorporated in the client's financial statements), if all of the significant matters ofjudgment involved are determined or approved by the client and the client is in a position to have an informed judgment on the
results, the member's independence would not be impaired by such activities.
[Text of Proposed Revision of Ruling No. 54 Under Rule 101 ]
Member Providing Appraisal, Valuation, or Actuarial Services
Question—Would the performance by a member of appraisal, valuation, or actuarial services for a client
impair the independence of that member?
Answer—Performance by a member of appraisal, valuation, or actuarial services, the results of which
may be incorporated in the client's financial statements, would not impair a member's independence if
all of the significant matters of judgment involved are determined or approved by the client and the
client is in a position to have an informed judgment on the results of those services.

PROPOSED DELETION OF INTERPRETATION 201-4
UNDER RULE 201
[Explanation]
The purpose of this interpretation was to cause attestation and certain other standards that were not
covered under rules 202 and 204 of the pre-January 12, 1988 Code of Professional Ethics, to be enforceable under rule 201.
As rule 202 of the new Code of Professional Conduct requires members performing professional services
to comply with standards promulgated by bodies designated by Council, interpretation 201-4 is no
longer necessary. The Professional Ethics Executive Committee therefore recommends the deletion of
this interpretation from the Code.
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[Text of Current Interpretation

201-4 Proposed for

Deletion]

Definition of the Term Engagement as Used in Rule 201
The term engagement as used in rule 201 includes (1) any engagement during which a member is
required to issue or does issue a written communication that expresses a conclusion about the reliability
of a written assertion that is the responsibility of another party, (2) any engagement that requires a member to comply with a statement on auditing standards in the performance of that engagement, or (3) any
engagement involving prospective financial statements that are, or reasonably might be, expected to be
used by another (third) party in which a member either (a) submits such statements that he has assembled or assisted in assembling to this client or others or (b) reports on such statements.
To assure compliance with the General Standards A through D in rule 201, a member who performs an
engagement of the type described in (1) above should follow the Statement on Standards for Attestation
Engagements. Similarly, a member who performs an engagement of the type described in (2) above
should follow the applicable generally accepted auditing standards and the related Statements on Auditing Standards. To assure compliance with General Standards A through D in rule 201, a member who
performs an engagement described in (3) above should follow the Statement on Standards for Accountants' Services on Prospective Financial Information.
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